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cconomics: Revenue Impaclt - Verizon

-

Plus Plus: Flus. Plus. Total Less = Jolal
Basic Local Service SLC Vertical serv.  Accessiintral ATA lofl USF Retail Revenue UNE-P Revenue | ost
vz Connecicul 1343 569 900 500 062 13 0/ 1293
nc 1778 187 900 500 057 3 15 87 1515
Delaware 179 600 900 500 057 3186 165 03 1583
Maryland 16 81 569 900 500 057 307 1887 18 75
New Jersey 74l 600 900 500 057 2804 1761 15143
Waest Virgima 7900 600 300 540 057 4957 76 50 23407
Pennsylvania 1161 600 900 5.00 057 218 151t 7o
Virginea 1764 00 900 500 057 nH 1707 16 14
Mame L L] 6 00 00 500 057 3% 92 15 34 rakli
Massachuselts 15 &g 600 500 500 057 ¥y 4 1506 Pk
Hew Hanpship 13 86 600 900 540 b 47 M4} 25954 5489
Flew Yok 1 09 H i 900 SOt 057 6?2 73 1978
Rhode Isiand 1478 £ (1 900 5q0 057 3515 7146 18%
Vermont 120 (R 900 5 ns7 v 11 8% \ 2197
AverageTotal 1247 595 9.00 5.00 0.57 nY 15.10 17.0%
L oop Local Switching Yandem swiching  Shared ransport '\
Urban Suburban Rural per port per MOU per MOU per MOU Avg. UNE-P
fonnecte ul L) 203 1469 in 0072 00020 na 281
[l MR MR 1085 159 00030 N0t UL 1587
Detaware ns 131} 16hT 72 nons nao? 101 1603
Maryland [Pl 17 8% 7596 140 000 00007 0 H0A 18 82
Hew Jersey B2 959 1397 0 00026 40013 nno2s 1761
Wesl Vrginia 140 2204 4144 160 Qoar? 00002 00067 765
Pennsylvania 1075 1inn 14101} 20t anm? 008 nnnat thH
Viigiia 0 16 45 2940 110 non3r 0.0006 {1 oo 1nr
Mane 1144 1147 L] 094 ami? 00022 0000 LiR 1]
Massachussrtls 7ol "it 2004 200 00033 o2 nmz? 1409
New Hampshee " 1587 24089 m o007 00016 0 13 10} 744
Hew York 7 1 1551 LY BN na na [
Rhaode Island 1119 1544 1943 1 86 poz: 00012 03 HAan
Neimont 18 3% 2163 103 00040 00009 Q) nenh 118y
Average M 123 18.16 1.98 0.0026 0.0007 0.0008 1510

ot LIBS Wanrhunre
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UNE-P Economics: Calculating the Impact

2) Estimated Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution

— a) mtimated average wholesale COGS and SG&A per line
- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

— b) Compared this cost structure to revenue from wholesale UNE-P rates

COGS 5,G&A EBITDA % of COGS % of §,G&A Calculated
{% of sales) (% of sales) margins  avoided avoided EBITOA margins
SBC 35% 25% 40% 5% 20% -24%
74 3% 24% 45% 5% - 20% -4%
BLS 27% 23% 50% 5% 20% 13%

ot UBS Warbure
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UNE-P Iiconomics: Calceulaling the Tmpact

4 EBITDA Per Line
— SBC - UNE-P Average ($3.51) vs. Retail Average $13.53

— BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12
— Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59

— QWest - UNE-P Average $1.03 vs. Retail Average $14.69

EBITDA per UNE-P hine is negalive.

18 slales generale neg EBITDA per UNE-P fine.
8 are n SBC region. 6 mVZ, 3in Q, 1m BLS

SHOME 0 W o v s NN AT I RY MY ST RS WD NE A IS MO I MO ML G [y OK (S PR S N ool N UM L S D Ty AL Y A LA M N S
Source; UBS Warburg LLC and company reports
Ly . . John Hodulik, CFA
% UBS Warbure

(212} 713-4226, john hodulik@ubsw.com '
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Retail Profitability Wholesale Profitability
Gross COGS Gross S.GBA exp, EBITDA | EBITDA Losy FCF FCF Lost/
COGS _ Profit S.G&A exp. EBITDA 95% of et COGS  Profit  B0% of rel SG&A  EBITDA lost ] Revenue Lost lost | Revenue Lost

hinois 1085 2014 775 12 40 1030 1\ 670 758 1998 B 0% 1139 B
Invhiana o 20 Pl Rl] 1?7 B0 ¢ t':llt \ 44 640 004 12718 R A 05 50
i higan 1411 26 20 1008 1612 13140 067 A 06 873 24 B5 AR 7% 16 R5 547
(upy 1176 FAR:Y] Bdn 1344 " 1.; 34 617 148 1592 BR A%, 13 5R%
Wisrnosn 1164 2534 975 1549 129 612 180 108 16 67 85 3% 1147 1%
Cabtornia 1) 2R 1909 74 175 97! 191 58/ 196 1571 AR 6% 1n52 SR
Conno: g 1178 2095 B06 12 B9 10177 1009 645 364 929 Ih K% h 20 H1'%
Mevady 060 1141 750 1200 994 1119 (N 519 A7 17 % Ahi A%,
Akansas 1790 1128 1279 7046 7m LIEE] 1023 e nu AR B% 20 86 5%
Kansas 178 2R/ R 13 46 1114 570 673 1h) 14 99 B4 5% 10 (34 %
Missoun 12F4 M4 G103 14 44 1200 73 722 014 143 Al % 9498 S
Chtahorg IR 2144 7RI 1254 nar 794 630 ‘ 168 109 Rl 1% 1 ha"
Teuas 1170 #h 4y 9 1566 1307 489 783 794 1B B0 8 0% 17 4 NP
Average/Total 11.8) 2198 845 1353 jawl] 15 b.76 151 11.04 85.7% 144 58%
Avg. Ameritech 1216 2258 859 1150 1155 1.85 695 -5.10 1899 87 4% _ _1?.!3 5%

20
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UNE-P Economics: Prolitability limpacl - BellSouth
Retail Profitabiiity Wholesale Profability -
Gross COGs . Gross 5,GRA mxp. EBITDA | EBMTDA Lost/ FCE FCE Losl/
COGS "Profil 5.GAA exp. ERITDA Y% aled COGS  Profit 80% olret SGAA  EBITDA lost | Revenue Lost lost | Revenus Lost

Alabania .W 14 837 897 14 40 9095 1286 - 714 513 1187 B 0% 104 545"
Finnda 9405 M6 7N 16 74 659 ! a0 616 193 a2 B4 A% nra 5
Grorgia 10 /% PR KR 19 94 10 ?ﬁ: [ k! 735 120 878 BE B, VA 51
Kenlucky 1104 2 Bk 41 20 15 1049 161 753 789 2304 AR 9% 1543 51%
Lotrsiana q40 2505 608 17 57 01 14 0R 64y 160 997 T54% A 5% 852%
MisSIS sipgu nn n i Ly 2076 10 /5 112 764 jAR 1127 BH A 1M 9%
Howdh Camhing Rt hh AN 17 B5 915 954 557 FAH 4R/ A5 1% a8} ) o
South Carohna 1013 240 BhHl 1817 163 980 69 7 R0 1587 A4 A% 1049 5N
Tronessen a3 61 19/ 1 889 5§79 38 191 1544 85 A% 1014 5%
Average/lotal 978 645 833 1812 129 9.12 667 247 1565 85 3% 10,3 T
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UNE-P Liconomics: Profitability Impacl - Verizon
Relail Profability Wholesale Profitability
Gross CO0Gs Gross $,GAA exp. EBITDA | EBITDA Lost/ FCF FCF Lost!
COGS Profit 5,GAA exp. EBITDA 95% otiel COGS  Proft  B0% ofrel SGBA  EBITDA tost | Revenue Lost lost { Reveswe Lost

Connecticu! 027 2285 795 1490 975 1105 636 169 10 21 78 %% 614 5%

oC 950 PARE) 736 1379 903 , T 584 096 17 4 RI6% B AR 55%
Oelawaie Mo 2150 751 1408 921 ' Gal 601 080 1128 RIO% BT 55%
Maryband na 7510 R 76 1643 075 RO/ 10 106 157 R4 2% 1019 56%
New Jersey B 57 195 49 2% 809 457 597 L) BN B 0% G/ 5%
West Virgaaa 15 1% 3381 176 2205 1443 1207 941 266 1939 840% 178 6%
Mennsyhania 980 7181 759 1472 91 581 607 0% e LT a5 5%
Virginia 1017 2252 7R3 1469 951 745 627 119 1350 83 h% R0 50%
Maine 1" 08 R17 16 36 0 464 698 7 1869 86 1% 1730 5%
Massan fwiselts 14 My # R4 16 48 10 85 474 708 784 1547 /7 0% 17 A3 Y%
New Harnpslae 1050 06 At 1523 qu/ 1557 650 907 617 69 4%, 408 6%
Now York an} 2147 744 1397 g4 313 5% 21 1674 RG A% 106 5%
Rhade 15l 0K 2400 A4 1565 1074 1772 668 <1054 51t 64 A% 1 4%
 Vennont 163 FLYN B4 % 74 1094 289 714 425 045 A 1% 1187 587
i " AveragerTotal 1005 29 7.8 1459 9.55 5.55 6.22 068 15.26 05.1% 10.09 56%

o UBS Warbure

22




N e oy N -

Retail Profitability

Wholesale ProTitabitity
Gross COGS Gross 5.G8A exp. EBITDA [ EBITDA Losl/ FCF FCF Los!
CO0GS Profit S .GAA exp. EBITDA 95% olrel COGS  Profit B0% ofrel S.GAA  TEBITDA lost | Revenue Lost iost | Ravenue | ost

Anzona 1726 0% 805 12 87 1070 1740 644 1097 191 41 1% 105 23%
Colnrada .H Ln 2205 B3 1357 1128 ' 160 678 519 1875 BA A% 10U AR,
ldaha 172 AR IR 1339 113 nin 670 162 877 Y I1% LI 4%
lowa 1079 19 11 735 1176 "8 718 588 150 1026 % 5 B4 44%,
Minnesngg 1A LR R 06 1290 1072 272 649 173 1% R A5 A% 114 Al
Montana 1751 277 g1l 1479 $5 RA 15 46 715 B 32 597 66 A%, KA 1%
Netwasiy 13 0R 430 935 1495 1243 1276 748 579 9R7 75 B% 5137 4%
New Mraico 1038 1928 742 1186 98h 1188 593 595 591 61 8% 1725 A%
North Dakola 1784 2185 917 1468 1220 0 /0 734 336 11 T8 A% h77 4%
Oregon 1148 21132 B 20 1312 109 975 6 56 319 99) 78 2% H 4k A%
South Dakota 17 4R 207 LN 76 1185 1169 713 456 970 76 6% 531 A72%
Utah 1051 11952 751 1701 508 945 60t 3R 856 76 B% 411 7%
Washingten o 242 786 1257 1045 0?8 628 601 i85/ 87 4% 10 22 48%
Wynming 7 2037 1953 16 B4 1400 14 26 642 584 100 Hd% h05 42%
AveragelTotat 1t 38 213 813 11.00 10.81 1.5 6.50 1.03 1198 B1 3% 6.59 5%

ok LUBS Warbure
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UNE-P Economics: Calculating the Impacl

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q
- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-june, CA in early August
- We expect line loss of Tm in Q3 and 1.2m in Q4

_ BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4

— Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in New York
- Announced entry into New Jersey in September
- Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

o6 LIBS Warbure
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UNE-P Economics: What's the Call?

¢ Downgrading the Bells (BLS, SBC and V2)
— Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bell margins and earnings
- SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and MClI
-- No near-term regulatory relief expected
% Long Distance is Only a Partial Offset

— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High
— We now expect 2003 EPS to decline 1.8%, the Street still forecasts growth

o LIS Warbury
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United States 24 Augus! 2022
Telecom Services

UNe-P: the Un-Profit

Regulation pressuring RBOC profits

Industry update l
R S E—

RBOCs' core profit center is under severe attack from competitive
torces. Regulators have reduced UNE pricing such that CLECs are using
UNE fines to penetrate the residential and small business markets. In
our view, until UNE pricing becomes more rational, the RBOCs will
suffer steeper profitability squeezes from CLECs using UNE lines.

CLEC penetration rising: By the end of 2001 according to the FCC,
CLECs accounted for 10.2% of the nations 192m switched lines. up
from 7.7% 12 months earlier, a 32% tncrease 10 market share Cable
telephony anes are increasing at a shghtly faster rate than overall CLEC
limes. By ihe end of 2001, accerding 1o the FCC. cabie telephone lines
constituted 11% 0f CLEC fines (2.2m lines) and 1°: of all switched lines.

Lost ILEC profits: ILECs iost 1.5m hnes in the last six months of 2001
in tne form of UNEs {unbundieg netwark elements} to CLECs, which we
est.mate comes to S1bn in lost annualized sales. most of which s pure
oredt. in a six-month span. then, after taxes |LEC pottom iines lost
apout §323m i net imcome. and S4.2pn in markeg! capilalizanon
assamirg a 13x P/E multple. The Bells control apout 84°. ¢ the natior s
incumpen: access hnes. so the RBOCs. pnmarny through UNE. Icst
S4pn i market capiakzanon in the last halt of 2001 The 3ells currently
nave a $220bn sauity market cap. meaning that CLECs concevably
gestrovec 2°. of Bell equity value in the H2 2001

Some CLEC overpbuilding: tn HZ2 01, CLECs ganed 2 4m ines which
we beneve was created exclusively at the expense of the ILECs or
9 007 Iines per business day. Some of these hnes are lost to cable
weephony or where CLECs build ther own connecticns directly 10
wusinesses in such cases. the CLEC has overtuilt or completely
severed the connection between the ILEC ana the customer. removing
the ILEC from 100% of therr former revenue stream

Ratings: We maintain our Hold ratngs on BellSouth Corp.. Qwest
Commumcations, SBC Communications and Verizon Communications.

PLEASE REFER TQ THE TEXT AT THE END OF THIS REPORT FOR QUR DISCLAIMER AN A ANT
DISCLOSURES [N RESPECT OF ANY COMPENDIUM BEPORT COVERING SIX OR MORE ?:;blhsf'g? ALL
RELEVANT DISCLOSURES ARE AYAILABLE ON OUR WEBSITE www o'wwresearcncomr OR BY CONTACTING
DRKW RESEARCH DEPARTMENT 20 FENCHURCH STREET. LONDON. EC3P 3DB

Wasir's
howwr

B T e

-

. Megoner
Kiemwori .

\\Wassersied

> RiSearch

Hold

BellSouth Corporation
Qwest Communications
SBC Communications
Verizon Communications

Bruce J. Roberts
+1 212 423 3459
bruce roberts @ drkw com

William P. Carrier
-1 212 429 3457
wilham.camer @ drkw com

/N Dresdner Kieinwort Wasserstein




-

-

2% August 2002

UNe-P:tne Un-2rpés

8 I

Sequiators are forcing
unprofitasle resate prncing upon
Ing poal ingustry through
UNEs

Investment summary and
conclusion

The concern 1sn't the CLECS with a weak capila market, and the techno bubble-purst,
tne money CLECS need tc buitd out a loca network 1S NOT available in the pubiic or
pank markets ironically, the impact of CLEC competition has never been more
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECs). Why? Because
the reguiators are foraing unprofitable resale pncing upen the local Ingustry through
Unbundled Network Elements, or UNEs. What are UNEs?

UNEs are network 'eiements — switching. copper Iines. data base hookups. fiber
trunks into office buiidings. etc.. that the RBOC is forced to iease to the CLEC. When a
CLEC uses UNEs INSTEAD of buiiding out its own copper loops. switches, efc., 1
avoios major capital expense. and ndes the RBOCs' investments made over
decades. Wher capital flowed freely 1o C_ECs in the 1930s, CLECSs took that money
and decided to bulg their own networks, Al the ume that seemed 1c be a ratonal
decision: money would be avalable from Wall Street forever', and an owned network
would De more profitabie than a 1easea one — eventually. Unfortunately for those
CLECs that overbullt over wide geagraphic terntories, +&., the "X0s” of the world that
deciged there was a business case for a ‘national - local” nfrastructure that served (in
retrospect) way 100 many cities, thereby never achieving density — the key to local
profitability — the capital markets dned up. Lett. were the liquid competitors to the Bells:
AT&T and MCI (until now). who, over the last two years. have taken up UNE, or
leasing, rather than constructing a second local network. as the means 1o compete.
WHv?

AT&T ang MCI are very concernea abou’ lpsing long distance customers to the
RBOCs So even f UNE isnt as profuanie as owning your own network. by being able
to ofter local service promptly which UNE enabies! and at a decent profit (which UNE
enaples). the long aistance carners can combal iong disiance customer defection,
making THEIR foray imto feasing loca: services morg profitable by avoiding lost long
distance revenults, than an "XO could have

P Hence, the recenmt ramid entry e long distance by the RBOCs has been
accompanied Dy a rapid expansion of the use of UNEs by CLECs, pnncipally
AT&T and MCI

> States rule over tne Fecs on local leiephony. States have been widening the
UNE discount - to the detnment of the RBOCSs - as a guid pro quo to RBOC
long distance entry Local profit margins are much fatter {45%) than long

~Eg

distance margins (25%), 50 the current trade-oft is a loser for the RBOCs.
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45

ot CLEC lines served

resicential ant smali business

markets

“The cream skim” — business,
population density and
demographics

The current competitive policies faver nich residential customers. large businesses and

staies with greater population gensity.

According to the FCC. 55°% of CLEC lines served medium and large businesses and
government customers. In contrast, just 23% of ILEC lines served such customers.
Conversely, 45% of CLEC lines served residential and smal! business markets,
while over 75% of Bell lines served lower profit residential and small business
lines. Businesses and government offices are more densely packed. and spend more

per access hine thar res.gents.

Thus. the ILECs are leh hoiding the ‘bag - serving more of the costly (read:
geographically dispersed! and lower paying hne base. We view the ‘cream skim’ as
one of the most compelling argurnents that 'oca! competition regulation s aestructive

and illcgical.

Year-end 2001E CLEC line composmon

Figure 1: CLEC access lines. 1999-2001 _

25000 - 1200
=L
~ oo
. e LN
_atom g
® S
(=1 [
g .
=2 8 0%, u
T :oco g
g Looe %
- c
b E0% 5
: 2
1 I
g oo §
&pe.
g o &
a i
o
5000 - . o
2 0%
00°.
Dec.Go Lol Lel 2l Lur Dec 7
B C - nes —— - Mame Snare
2Eaew 2
Stuici FLC

4 £ Dresdner Kienwor Wassersten




27 August 20072

UNe.P the un-*-ofit

* R

The goal of the 1996 Act was to

create the environment for local

compeltion not create focal
competition

Cable teiephony penetration is
mcreasmg even faster than
overall CLEC penetration

Overbuild: 33%. but in key sectors much lower

Of the 33°% overpulic percentage. we estimate that uncer 5% of resigenia 1nes are
overbuilt lInes. We peilgve 1his 18 @ [8/ing siatstic ane pernaps the most (moonan: r
In the US at year-eno 20071 there were 134m resigenta anc smal

thus report
The majonty of overouill nes are pusiness unes. wit™ a

business access hnes
concentration on medidm and large sized businesses. Our view 15 that tne curren:

rules forcing ABOCs to resell 1ocal lines to CLECs at very aeep discounts are off
course The goal of the 1996 Act was lo create the environment for local
competition, not create local competition. Althcugn seemingiy subtle. tnis 1S a huge
distinction. The gea 1s nat 1o progduce new, exciting services ang priang programs
requires a competitor 1o provide néw, excting services. Mow can thal occur if the
CLEC 15 reselling the RBOCs' service? With only a 33% overpuilding rate. the desired
outcome of the Act 1s unaccomphshed Tne idea was to give the CLECs a means to
build customer scaie upon which they coutd then justify building their own network.
since this 15 an industry of scaie. in point of fact. the growth im UNE (nes s
accelerating, gespite the fact tnat the base of CLEC customers 1s also expanding. With
UNE, the CLECs are merety tehaving as ratonal decision makers. It it's cheaper and
less risky to resel’ rather than puild. then reseli1s the answer. Unlike the long distance
industry. which :s fess of a natural monepoty since it takes just severaltn dollars and
two to three years 1o buldg a national network, except for the cream of the business
market and the cream 1 e demographicaliy desirable (read: nch homeowners who
can buy many services residentiai market. a new national local network 15 unhkely 10
emerge. We won't get into "wnat fs.” bul unger a more ratioral local competitive
framework, overbudding rmignt have occurred 10 @ greater extent.

Sinking the sunk costs
Overbuilding erases any revenue contribution from former customers or prospective

custorners that would have used a Be! f an overbuilding CLEC wasn't around. It fully
‘strands’ the lines’ asse's The business Tase s easier 1o overbulld because they are
locateg in oftice buimings ang otherwise cacked more gensely So the ‘cream skim’
has been accompameg Dy the overcurc ~na' s, for years. CLECs such as Time
Warner Communications ATAT Busimess and WendClom's MFS (although we believe
one of WCOM s gownial was its inabiny 10 reverage the MCI Jong distance base and
‘backsell’ an MSS 1oca proguct N 0 have peen puilding tnerr own irunks Into
business iocatons. either tully bypassing the iLEC. or pernaps renting mimimal network
subsegments skh as the tast ink inte a tunaing Now, cabie telephony is copying the
CLECs on the resicential sige. By piggybacking onto the cable television network, they
founc an economica: way 1C overcuid tng less cense resiaental base. 2 danger to the
Bells that have concerned us for some ume. FCC statistics snow cable telephony
penefration ncreasing ever faster (har overall CLEC penetration. and AT&T
Broadband reported in G2 02 tha for the frst ime, its caple teiepnony operanions are
EBITDA-positive. validation tnat a means tc crack’ the natural monopoly in the local
residential market exists it suy takes a lol longer to depicy a cable telephony line than
a UNE line. Thus. cabie telephony 1s probably impacting residential nes’ margins. but
not taking significant marxet share yet
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Regulators forgot to notice that wireless is local
competition, t00

in its July 2002 rocal Teiephone Compettion report. the FOC repomec inal o§
wireless subscripers increased from 79.7m at year-end 1989 to 122 4m by year-end
2001, or a 23 0°. CAGH. With wireless carners offenng big buckel mnute p.ans
nciuding features kke Caller ID and free roaming. wireless pnones are repiacing
landlines for many consumers. As wirgiess companies continue ¢ buid out therr

networks and improve service quality, wirgtess dispiacement will increasingty tdisplace
FABOC landines

Wireless disptacement 1s not eonly affecting primary access lines, but 1s having a
devastatng effect o R30C second iines Second iine growth for the RBOCs 15
decliming rapidly. pnmarily as a result of wireless displacement of these second hnes.
For example. BLS reported a Q2 02 second hne YoY growth deciine of 10.6%, while
SBC's secong ines geclined 8.7% YoY in Q2 02. Historically, second lines have
increased as mucn as 15%-20% YoY, and just two quarters ago we estimate that
these second line were geclming approximarely 5% !If we estimate that the RBOCs
combined for 17m second ines at year-end 2007, and each second line generates §5
per month with & 83°: EBITDA margin, then S633m of EBITDA was generated from
RBOC second hines in 2001, This S633m of EBITDA is in danger of being reduced by
10% per year. pnimarnly aue 1o wireless displacement.

End result

$1.4bn decline over last year
Figure 3: RBOC iocal wireline
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Regulators hurting consumers in long run

Renulators have moves 1o an The combinaucn of very effective lobpying o7 the pan of small ang large réad AT&T
achve stance 1o recesian the CLECs. and a demaocratic ECC (though! to pe friendiy to long aistance ana TLECs. not
INGUSIrY RBOCs) proaced the FOO to create the UNE-Platform, or UNZ-F The =CT celioed

that UNEs shoulc be pnced at a theoretical level, that is. whatl woulG 1t ¢ost for a brand
new Iocal network to add an access hing. The assumphens nlluge siate-of-the-an
networks throughout. and perfect capital and man-hour deployments. In cther words,
we believe these are imagmary. non-historic. therefore, in our opinion. this 15 an
unreasonable way to regulate an industry. Ancther related issue s that of regulaton
altogetner. in the 10 years of coverng this industry. regulators have. In our view. 1aken
an exponenually more involved role in the "day-lo-day” decisions about pricing.
mergers. service offerings. inter-carner relalionsnips, etc, than pefore tne 1996 Act. it
wasn't supposed 10 turn out that way Regulators have moved 1o an active stance to
regesign the industry, from a passive stance where carriers knew the rules and
operated freely within them They knew what their returns would be. and didn’t have 1o
make the very nsky types of investments RBOCs have made in the past few years to
compensate for the loss of growth in the core business that has destroyed shareholder
value. On top of that tne regulators have nad the nerve to regulate the newer high-risk
capital retum'crd_\ecrs such as DSL Now every carner move 1$ scrutimzed by a state or
FCC heaning. siowing gown the communications revolution of the late 1990s. In the
ghort run. the consumer wing with these artificially lowered local rates. In the long term,
the consumer wii suffer as ILECs cut their capitai butigets by 30%, which will produce
iewer services, more network outages. and crummier customer service. The regulators
don't understand that the local industry. unlike the long distance incustry. is the closest
thing 1n telecoms to a “natural” monopoly Wireless, long distance and undersea
networks cost less per D5-0 to build, ang are constructes in a matter of months or a
year ortwg, not the many years 1t1akes (o buld a toca’ landhing network.
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